Abstract
undeclared economy is not some relatively minor issue of limited importance. This sphere not only leads to governments losing considerable public revenue that could otherwise pay for wider social cohesion and social protection, but also results in poorer quality working conditions and unfair competition for legitimate businesses. Indeed, unless addressed, pressure occurs on legitimate businesses in South-East Europe to themselves flout the formal regulations, resulting in a vicious and ongoing levelling down of working conditions (Andrews et al. 2011 .
Participation in the undeclared economy in SouthEast Europe and beyond has been so far explained largely in terms of country-level structural conditions such as the level of economic development and the lack of modern state bureaucracies, public sector corruption and high taxes, or inadequate levels of social protection and intervention in work and welfare by the state (see Williams 2013) . These country-level structural explanations of the undeclared economy however, are unable to explain why some citizens in a country participate in the undeclared economy and others do not. That is to say, they fail to take agency into account in their explanations.
The aim of this paper therefore, is to advance a way of explaining the undeclared economy in South-East Europe that takes agency into account. Drawing upon institutional theory (Baumol and Blinder 2008 , Helmke and Levitsky 2004 , North 1990 ), the undeclared economy is here explained as a violation of the social contract between the state and its citizens, and as arising when there is a lack of alignment of the codified laws and regulations of a society's formal institutions with the norms, beliefs and values of its citizens (i.e., informal institutions). The proposition is that the greater is this lack of alignment between the formal and informal institutions, the greater is the likelihood of participation in the undeclared economy, and vice versa. If valid, this has consequences for how the undeclared economy is tackled. Reducing this institutional asymmetry necessitates a very different policy approach to the approach currently adopted in South-East Europe and beyond.
To evaluate this way of explaining the undeclared economy, therefore, section 2 provides a brief review of the shortcomings of previous explanations of the undeclared economy and proposes an explanation grounded in institutional theory to overcome these shortcomings. To evaluate this institutional asymmetry thesis, section 3 then introduces the methodology and data used, namely a stepwise Tobit regression analysis of the association between participation in the undeclared economy and the degree of institutional asymmetry using data from 1,018 face-to-face interviews conducted in Bulgaria during 2013. Section 4 then presents the findings followed in section 5 by a discussion of the theoretical and policy implications, and in section 6 some conclusions along with the limitations of this study and future research required.
At the outset however, the undeclared economy needs to be defined. For Castells and Portes (1989: 15) , such endeavour is 'a specific form of income generating production… unregulated by the institutions of society in a legal and social environment in which similar activities are regulated' . Although this defines the undeclared economy through the lens of both the formal ('legal') and informal ('social') institutions in a society, this definition fails to recognise firstly, that the undeclared economy, even if unregulated by formal institutions, is regulated by the rules of informal institutions and secondly, that such work can be considered 'legitimate' from the stance of informal institutions even if 'illegal' from the viewpoint of formal institutions (Siqueira et al. 2014 , Webb et al. 2009 ). In consequence, and reflecting the consensus in the literature, we here define the undeclared economy as socially legitimate paid work that is legal in all respects other than it is not declared to the authorities for tax, social security or labour law purposes (European Commission 2007 , OECD 2012 , Williams 2014a . If it is illegal in other respects and also socially illegitimate, it is not part of the undeclared economy but rather part of the criminal economy (e.g., forced labour) which is both illegal from the viewpoint of formal institutions and illegitimate from the viewpoint of informal institutions.
Explaining the undeclared economy in SouthEast Europe
Since the turn of the millennium, there has been growing recognition that the undeclared economy is a significant component of South-East European economies. As Schneider (2013) for example has estimated, the undeclared economy in 2013 was the equivalent of 31.2 per cent of GDP in Bulgaria, 28.4 per cent in Croatia, 28.4 per cent in Romania, 26.5 per cent in Turkey, 25.2 per cent in Cyprus, 23.6 per cent in Greece and 23.1 per cent in Slovenia. Meanwhile, Williams (2014a) estimates that the share of employment which is in the undeclared economy in 2013 as 22.7 per cent in Croatia, 19.6 per cent in Slovenia, 15.7 per cent in Bulgaria, 15.0 per cent in Greece, 14.6 per cent in Romania and 6.3 per cent in Cyprus.
Undeclared economies of this magnitude have significant implications for governments and societies. As Table 1 reveals, and based on 2009 figures, the average size of the undeclared economy in the five South-East European countries analysed was 29.9 per cent of GDP and on average, 22.8 per cent of the total tax revenue was lost in these countries. This equates to 137 per cent of current health care spending. Put another way, spending on health care in these countries could more than double if those operating in the undeclared economy paid their taxes.
Examining the variations in the size of the undeclared economy across South-East Europe, and as shown above, Bulgaria is often identified as having one of the largest undeclared economies. Indeed, indirect measurement methods using proxy indicators to measure its prevalence find the undeclared economy to be on average the equivalent of around one-third of total GDP (Bogdanov and Stanchev 2010 , Elgin and Öztunali 2012 , Ministry of Finance 2011 , Nenovski and Hristov 2000 , Schneider 2013 . Direct surveys of the size of the undeclared economy in Bulgaria, meanwhile, find that on average some one-fifth of employment is in the undeclared economy (BICA 2012 , CSD 2011 , Loukanova and Bezlov 2007 , Peracchi et al 2007 , Perotti and Sanchez Puerta 2009 , Stanchev 2005 , Williams 2014a ).
There have also been studies of the character of the Bulgarian undeclared economy. Firstly, these reveal firm-level variations in the prevalence of the undeclared economy with greater involvement amongst small and medium-sized businesses (BICA 2011a , CSD 2011 , European Commission 2007 . Secondly, they reveal sectorial variations with the undeclared economy more prevalent in construction, retail, tourism, hotels and restaurants, real estate, garments, food processing and the agricultural sectors as well as some services. Overall, it is labour-intensive, low technology sectors identified to be the sectors with the highest prevalence of the undeclared economy (BICA 2011a , CSD 2011 , General Labour Inspectorate 2013 . Thirdly, studies have been conducted of the nature of undeclared work, showing that most is wholly or partially undeclared waged employment (50 per cent of all undeclared work) and that under-reporting salaries is more common than working without a contract, with some one-fifth of the formally employed receiving an additional undeclared 'envelope' wage from their employer . Fourthly, the socio-demographic and socio-economic characteristics of those operating in the undeclared economy have been analysed. This reveals that men are more likely to work undeclared than women, as are those aged 45-54 years old, the unemployed and those from small/ middle-sized towns and rural areas .
Despite these variations within Bulgaria across firm-types, sectors, population groups and places, explanations for the undeclared economy have largely focused upon country-level variables. As Williams (2014a) summarises, three major competing theoretical explanations exist. Firstly, 'modernisation' theory explains the undeclared economy in terms of the lack of economic development and modernisation of state bureaucracies (Geertz 1969 , ILO 2013 , Lewis 1959 , secondly, 'neo-liberal' theory explains the undeclared economy as resulting from high taxes and too much state interference in the workings of the free market (De Soto 1989 , 2001 , Nwabuzor 2005 ) and third and finally, 'political economy' theory explains this sphere as resulting from inadequate state intervention and a lack of safeguards for workers (Castells and Portes 1989 , Dau and Cuervo-Cazurra 2014 , Meagher 2010 , Slavnic 2010 . The problem with all these theories however, is that they do not explain Murphy (2012) why some within a country participate in the undeclared economy and others do not. The reason this is important is because although earlier studies assumed that participation in undeclared work was necessity-driven (Castells and Portes 1989, Gallin 2001) , more recent studies reveal that for the majority, participation in the undeclared economy is more a matter of choice, rather than due to a lack of choice (Maloney 2004 , Round et al. 2008 .
Here therefore, a new way of explaining the undeclared economy which takes agency into account is proposed. To do this, we draw upon institutional theory which views institutions as setting the rules of the game by prescribing the norms regarding the acceptability of activities (Baumol and Blinder 2008 , Denzau and North 1994 , Dolenec 2013 , Gërxhani 2004a ,b, Mathias et al. 2014 , North 1990 , Podrug 2011 . All societies have codified laws and regulations (i.e., formal institutions) that set the legal rules of the game (prescribing 'state morality'). They also have informal institutions which are norms, values and beliefs of the citizens; the 'socially shared rules, usually unwritten, that are created, communicated and enforced outside of officially sanctioned channels' (Helmke and Levitsky 2004: 727) . These prescribe 'civic morality' .
When symmetry exists between the formal and informal institutions, the undeclared economy will be largely absent since citizens will seek to adhere to the legal rules of the game. The only reason informality will take place is because citizens unintentionally do so, such as due to the rules being not simple enough to understand or to complex too fulfil. However, if there is asymmetry between a society's formal institutions and its informal institutions, such as due to a lack of trust in government, the undeclared economy will be larger. Indeed, this is widely recognised in Bulgaria. Surveys have repeatedly pointed to a lack of trust in government due to for example public sector corruption and an inefficient judiciary as key reasons for the existence of undeclared work (European Commission 2012a, Goev 2009 , CSD 2011 . Indeed, the World Economic Forum's Global Competitiveness Report ranks Bulgaria 112 out of 148 countries in terms of the quality of its institutions in 2014, with particularly low scores given to public trust in politicians (1.9 out of 7), favouritism in decisions of government officials (2.1 out of 7) and judicial independence (2.3) (WEF 2014) . The result is that national surveys show that undeclared work, although illegal from the viewpoint of formal institutions, enjoys high levels of social legitimacy in Bulgaria (BICA 2011a , 2011b , 2012a , CSD 2011 , Chavdarova 2013 . Here, therefore, and to test this new institutional theory that views the undeclared economy as arising from the asymmetry between state morality and civic morality, the following proposition can be evaluated:
Institutional asymmetry thesis: the greater is the asymmetry between formal and informal institutions, the greater is the propensity to participate in the undeclared economy.
DATA AnD METHODOlOGY
To evaluate this institutional asymmetry thesis, we here examine Bulgaria which as shown above has one of the largest undeclared economies in South-East Europe, and therefore should possess a high level of institutional asymmetry. This is here investigated by reporting data from special Eurobarometer survey no. 402, which involved 1,018 face-to-face interviews conducted in 2013. A multi-stage random (probability) sampling methodology was used to ensure that on the issues of gender, age, region and locality size, both the Bulgarian national level sample as well as each level of the sample, was representative in proportion to its population size.
In the face-to-face interviews, participants were firstly asked questions regarding their attitudes regarding the acceptability of various types of undeclared work, followed by questions on whether they had purchased from the undeclared economy and finally, whether they had participated in the undeclared economy in the prior 12 months. Here, we focus upon firstly, their attitudes regarding the acceptability of working in the undeclared economy, which measures the degree of institutional asymmetry, and secondly, whether they had participated in the undeclared economy.
To measure the level of institutional symmetry, participants were asked to rate the acceptability of five types of undeclared work using a 10-point Likert scale (1 equals absolutely unacceptable and 10 equals absolutely acceptable). These five types of undeclared work were: an individual is hired by a household for work and he/she does not declare the payment received to the tax or social security authorities even though it should be declared; a firm is hired by a household for work and it does not declare the payment received to the tax or social security authorities; a firm is hired by another firm for work and it does not declare its activities to the tax or social security authorities; a firm hires an individual and all or a part of the wages paid to him/her are not officially declared; and someone evades taxes by not declaring or only partially declaring their income.
Previous studies examining the acceptability of the undeclared economy have tended to use a single-item measurement by constructing an aggregate index from such questions (Daude, Gutiérrez and Melguizo 2013 , Frey and Torgler 2007 , Ristovska, MojsoskaBlazevski and Nikolov 2012 , Torgler 2004 , Williams and Martinez 2014a . However, and as Table 2 reveals, although an examination of the pairwise correlations indicates substantial cohesion among the five observed variables, with a high Cronbach's alpha value when all five variables are in the model (α=0.89), it also reveals that the first type of undeclared work (i.e., undeclared work by an individual for a private household) is not strongly correlated with the other four. There is an increase in both inter-item correlation and Cronbach's alpha when this first variable is excluded, which is not the case with the remaining four variables. Given the higher level of social legitimacy of undeclared work by individuals for households compared with other types of undeclared work in Bulgaria, this suggests that this type of undeclared work should be analysed separately from the other types of undeclared work.
Given that this first type of undeclared work needs to be considered separately in the stepwise Tobit regression analysis, Table 3 reports the results of an exploratory factor analysis on the remaining four types of undeclared work. This reveals high positive loads on all four variables, with loadings ranging between 0.76 and 0.87. Since these loadings represent coefficients of correlation between the latent construct and observed indicators, it is apparent that this single extracted factor has a substantially positive influence on attitudes towards undeclared work in general. If interpreted in terms of unique variances, which are given in the last column of Table 3 , we can see that the underlying factor explains more than 75 per cent of the variability among respondents when it comes to their attitudes towards undeclared work by a firm for another firm and a firm for a private household, while in the case of two other noncompliant behaviours this effect is slightly weaker. The result is that Bulgarian citizens apply two different standards when making judgements about undeclared work. Bulgarians have a different more permissive attitude towards individuals carrying out undeclared work for households, while not differentiating between the other types of noncompliant undeclared behaviour (i.e. attitudes towards them are determined by one latent factor). Here, therefore, we differentiate between undeclared work by an individual for a private household and undeclared work in general.
To evaluate whether institutional asymmetry (as measured by the acceptability of non-compliance regarding these two types of undeclared work) is associated with participation in the undeclared economy, we include the two following variables to measure this: -Participation in the undeclared economy -a dummy variable with recorded value 1 for persons who answered "yes" to the question, "Have you yourself carried out any undeclared paid activities in the last 12 months?" and with recorded value 0 otherwise. -Purchasing goods and services in the undeclared economy -a dummy variable denoting whether a respondent had purchased goods and/or services from the undeclared market during 12 months preceding the survey: 0-no, 1-yes.
Drawing upon past studies that measure attitudes towards undeclared work conducted in other countries, which reveal how the acceptability of participation in undeclared work varies by gender, age, marital status, occupation, social class, income level and area (Alm and Torgler To analyse the results, the two outcome variables from the exploratory factor analysis (i.e., the acceptability of an individual working undeclared for a household and the acceptability of general undeclared work) are used as dependent variables in a regression model with a range of above described socio-demographic, socio-economic and spatial explanatory variables in order to test firstly, the institutional asymmetry hypothesis and secondly, to reveal the socio-demographic, socio-economic and spatial variables strongly associated with lower adherence to the formal institutions, in order to display potential population groups where there is high institutional asymmetry. To do this, we use Tobit modelling, which accounts for the fact that the distribution of attitudes is truncated normal (Tobin 1958 ). In addition, given the low ratio of non-corner observations (i.e. individuals who did not express a 'null-tolerance' attitude) to the independent variables, stepwise approach is used as the most convenient method for finding significant covariates.
FInDInGS
The acceptability of participating in the undeclared economy across all five forms of undeclared work in Bulgaria is 2.46 (where 1 is totally unacceptable and 10 totally acceptable). This display that the formal and informal institutions are therefore not wholly aligned (i.e., the institutional asymmetry index is not 1.00). Nevertheless, and as identified above, the social acceptability of participation in the undeclared economy varies according to the type of undeclared work being considered. As Figure 1 displays, the Bulgarian population deem it more acceptable for an individual to undertake undeclared work for a household than to undertake other types of undeclared work. Indeed, the mean score for the acceptability of an individual engaging in undeclared work for a household is 3.71, whilst the for a firm hiring an undeclared worker this is 2.31, 2.41 for someone partially or completely concealing their income, 2.35 for a firm doing undeclared work for a household, and even lower (2.12) for firms doing undeclared work for another firm (i.e., the lower the score, the more unacceptable is the activity). Indeed, this differentiation in the acceptability of an individual participating in the undeclared economy for a private household, compared with other forms of undeclared work, is replicated across not only the EU15 but also the new member states of the European Union, suggesting that the distinction of this type of undeclared work from other types of undeclared work can be more widely applied. It is also noticeable that the level of social legitimacy of undeclared work is higher in Bulgaria than in the older member states of the European Union, but lower than in other new member states.
To see further the importance of differentiating individuals conducing undeclared work from private households from other types of undeclared work, Figure 2 reports the share of respondents reporting that these practices are highly acceptable (on the scale 1-10, where 1 is highly unacceptable and 10 is highly acceptable, we take only those respondents who answered 8-10). This reveals that one in eight respondents think it is highly acceptable for an individual to undertake undeclared work for another private household but this is much lower for other types of undeclared work. This also reveals similar trends in other EU regions.
Is it the case therefore, that there is a relationship between the level of institutional asymmetry and participation in the undeclared economy? To evaluate this, Table 4 reports the results of a stepwise Tobit regression analysis for the two dependent variables, Significance: *p<0.05, **p<0.01, ***p<0.001, (standard errors in parentheses) Notes: 1) Both dependent variables are measured on the scale from 1 to 10 (with value 1 indicating completely unacceptable and 10 absolutely acceptable). Therefore, positive values of coefficients indicate greater tolerance 2) Models are based on forward stepwise selection method. Missing coefficients (-) indicate that no significant variation is found across a covariate Source: Authors' calculation based on the Special Eurobarometer 402/Wave EB79.2 namely the acceptability of individuals participating in undeclared work for private households and the acceptability of undeclared work in general. The first row in Table 4 displays that adherence to the formal rules remains strongly associated with participation in undeclared work across both dependent variables, even when controlling for other socio-demographic, socioeconomic and spatial characteristics. Since is it reasonable to assume reverse causality (i.e. that lower tax morale implies a higher propensity for participation in undeclared economy), this indicates a risk of a vicious circle in which widespread undeclared practices deteriorate tax morale, which in turn additionally increases noncompliance. The institutional asymmetry thesis is therefore positively confirmed. The greater is the nonalignment of informal institutions with formal institutions, the higher is participation in undeclared work. This stepwise Tobit regression analysis also identifies the socio-demographic, socio-economic and spatial groups that are significantly more likely to not adhere to the formal rules when other characteristics are taken into account and held constant. The findings show that younger people in Bulgaria tend to tolerate undeclared work conducted by individuals for private households to a greater extent than older members of society. No significant variations are found across other dimensions such as gender, marital status, social class, occupation, financial problems being faced, community size and region. Turning to undeclared work more generally however, not only do middleaged people tolerate such work to a greater extent than the retired, but so too do the working class more than the middle class, and those with financial problems in paying the household bills, whilst those in the Northwest are less accepting of undeclared work than those in the Southwest.
DISCuSSIOn
This article has evaluated the view that undeclared work is a violation of the social contract between the state and its citizens, and arises when the norms, values and beliefs of citizens (civic morality) do not align with the codified laws and regulations of a society's formal institutions (state morality). To evaluate this, data from a survey of Bulgaria in 2013 has been used. This positively confirms the thesis; the greater is the asymmetry between formal and informal institutions, the greater is the likelihood of participation in the undeclared economy, and vice versa. This is strongly significant when holding constant other socio-demographic, socio-economic and spatial variables. This Bulgarian survey thus confirms that the undeclared economy arises when there is a lack of adherence to the formal rules.
This has direct implications for how the undeclared economy is tackled. According to institutional theory, institutional asymmetry can be tackled using either disincentives (sticks) to dissuade citizens from engaging in socially legitimate but illegal activities, or incentives (carrots) to facilitate participation in legal activities (Matthias et al. 2014 , North 1990 ). Conventionally, the Bulgarian government when tackling the undeclared economy, mirroring other South-East European governments, has used disincentives. They have sought to make the cost of being caught and punished greater than the pay-off from participating in the undeclared economy (Allingham and Sandmo 1972, Dekker et al. 2010) . Firstly, penalties and sanctions have been increased and/or secondly, the likelihood of detection improved such as by increasing workplace inspections and by improving data sharing and matching to identify individuals engaged in undeclared employment (e.g., CSD 2009b , 2011 ). In the period 2005 to 2009 for example, a review of measures to combat undeclared work in Bulgaria reveals that of the 222 measures, the majority were focused on deterrence, using stricter requirements, tougher sanctions and improved detection (CSD 2009b) . Indeed, amendments to the Labour Code enacted in 2006 and 2008 merely extended the powers of control and introduced harsher penalties and fines (Loukanova and Bezlov 2007, Daskalova 2013a ). The problem with using this disincentives approach, however, is that tougher sanctions and improving detection decreases voluntary compliance because it undermines respect for the fairness of the system and leads to greater rather than less undeclared work (Chang and Lai 2004 , Murphy 2005 , Murphy and Harris 2007 .
If participation in the undeclared economy is to be tackled therefore, a rather different policy approach will be required. Two options exist. Firstly, incentives to behave legitimately can be used, such as direct and indirect tax incentives to either suppliers or consumers of undeclared work to encourage them to operate in the formal economy. An example is the food voucher system whereby employers can provide employees with food vouchers up to BGN 60 (€30) per month and this is nether included in the employees' taxable income and is treated as a social expense and exempt from all taxes for employers (KC2 and Industry Watch, 2010) . In 2013, the scheme was used by 4,000-5,000 employers and covered 350,000 employees, or around 15-16 per cent of all employed . In a 2010 evaluation of the scheme by the consultancy companies Industry Watch and KC2 Ltd (2010), the finding was that employers use food vouchers to substitute for undeclared wage payments, thus leading to a reduction in the under-reporting of salaries.
The problem nevertheless, is that such incentives are in effect bribes offered precisely because they would not otherwise comply with the codified laws and regulations (i.e., state morality). Far more effective and cost-efficient than continuously offering bribes to conform, is to align informal institutions with formal institutions. Here, therefore, a second and rather different policy approach is proposed that seeks to reduce the gap between civic morality and state morality.
On the one hand, this requires policy measures to align civic morality with state morality, including education and awareness raising campaigns regarding the importance and benefits of paying taxes. An example is the 'Coming into the Light' awareness raising campaign of the Bulgarian Industrial Capital Association (Williams 2014a) . Other possibilities are to use 'your taxes are paying for this' signs in hospitals, schools, on ambulances and other public construction projects. These education and awareness raising campaigns, moreover, and as Table 4 reveals, could be usefully targeted at middle-aged people who view themselves as working class.
On the other hand, alterations in formal institutions are also needed. Drawing upon a large body of management research at the organisational level where a shift has taken place from 'hard' to 'soft' HRM, and from bureaucratic to post-bureaucratic management (Legge 1995 , Thompson and Alvesson 2005 , Watson 2003 ), a similar shift could be applied at the societal level when tackling participation in undeclared work. This would result in a policy shift away from the conventional low commitment, low trust and adversarial 'hard' policy approach seeking compliance through tight rules, close supervision and monitoring, prescribed procedures and centralised structures. Instead, and mirroring how desirable behaviour change is elicited at the organisational level, a high trust, high commitment 'soft' policy approach would be pursued to nurture self-regulation through internalised commitment. This necessitates a shift away from the current 'cops and robbers' approach that views citizens as criminals and towards a customer service-oriented approach which views them as clients. To do this, improvements in the procedural and redistributive justice and fairness of formal institutions are necessary so that citizens believe that the authorities are treating them in a respectful, impartial and responsible manner, believe that they pay their fair share and believe that they receive the goods and services they deserve (Molero and Pujol 2012, Murphy 2005) .
COnCluSIOnS
This article has propounded an explanation for the undeclared economy which asserts that the greater is the asymmetry between formal and informal institutions (i.e., citizens' civic morality and state morality), the greater is the likelihood of participation in the undeclared economy, and vice versa. The outcome is that tackling the undeclared economy requires a focus upon reducing this lack of alignment of formal and informal institutions. This is a different policy approach to that currently adopted.
However, this paper has limitations. The major one is that even if the quantitative analysis reveals the importance of aligning formal and informal institutions, it has not identified the reasons for the lack of adherence to the formal rules by the Bulgarian population. Future qualitative research is therefore necessary to pinpoint these reasons. This will then enable targeted policy measures to be developed to attack these causes of the lack of alignment of formal and informal institutions.
In this article, in conclusion, a way of explaining and tackling the undeclared economy has been outlined. Whether this is also valid in South-Eastern Europe more generally, as well as other global regions, now requires evaluation. If this article therefore stimulates such evaluations, one of its major intentions will have been achieved. If it also encourages governments in South-East Europe to recognise this institutional asymmetry explanation for the undeclared economy and to begin exploring policies to reduce this asymmetry, rather than persisting with the detection and punishment, then this article will have achieved its fuller intention.
